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In finance, our goal is to create wealth. This is done by providing customers with the
best product and service possible, and it is the market response that determines
whether we reach our goal. We are very proud of the market reaction to the first edi-
tion of Foundations of Finance; the market’s response to it was overwhelming. With
its success comes an even greater responsibility to deliver the finest possible text-
book and supplementary package possible in the Second Edition. To do this we have
taken a two-pronged approach of refinement, based upon users’ comments, and of
remaining the innovative leaders in the field, focusing on value-added innovations.

From students and instructors alike, the reaction to the First Edition was that it
was “intuitive”—allowing the reader “to see the forest from the trees”™—and it was
“lively and easy to read.” In the second edition of Foundations of Finance, we have
tried to build on these strengths, introducing the latest concepts and developments
in finance in a practical and intuitive manner.

Pedagogy That Works

This book provides the student with a conceptual understanding of the financial de-
cision making process, rather than just an introduction to the tools and techniques
of finance. For the student, it is all too easy to lose sight of the logic that drives fi-
nance and focus instead on memorizing formulas and procedures. As a result, stu-
dents have a difficult time understanding the interrelationships between the topics
covered. Moreover, later in life when the problems encountered do not match the
textbook presentation, students may find themselves unprepared to abstract from
what they learned. To overcome this problem, the opening chapter presents ten un-
derlying principles or axioms of finance, which serve as a springboard for the chap-
ters and topics that follow. In essence, the student is presented with a cohesive, in-
terrelated perspective from which future problems can be approached.

With a focus on the big picture, we provide an introduction to financial decision
making rooted in current financial theory and in the current state of world economic
conditions. This focus is perhaps most apparent in the attention given to the capital
markets and their influence on corporate financial decisions. What results is an in-
troductory treatment of a discipline rather than the treatment of a series of isolated
problems that face the financial manager. The goal of this text is not merely to teach
the tools of a discipline or trade but also to enable students to abstract what is learned
to new and yet unforeseen problems—in short, to educate the student in finance.

Innovations and Distinctive Features of the Second Edition

New: Introduction of an Integrated Learning System The text has been
reorganized around the learning objectives that appear at the beginning of each
chapter to provide the instructor and student with an easy-to-use integrated learning
system. Numbered icons identifying each objective appear next to the related material
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throughout the text and in the summary allowing easy location of material related to
each objective.

New: Opening Vignettes Each chapter begins with a new current, real-world story
about a financial decision faced by a company related to the chapter material that
follows. These vignettes have been carefully prepared to stimulate student interest in
the topic to come and can be used as a lecture tool to stimulate class discussion.

New: Key Terms Identified in the Margins Key terms are highlighted in the margin
with definitional material italicized in the text and can also be found in the glossary
in the back of the book, making it easier for the student to check their understanding
of key terms. At the end of each chapter key terms are listed along with page numbers
as a study checklist for students.

New: Comprehensive End-of-Chapter Problems A new comprehensive problem
has been added at the end of almost every chapter covering all the major topics
included in that chapter. This comprehensive problem can be used as a lecture or
review tool by the professor. For the student, the comprehensive end-of-chapter
problems provide an opportunity to apply all the concepts presented within the
chapter in a realistic setting, thereby strengthening their understanding of the
material.

Ten Axioms of Finance The fundamental principles that drive the practice of corporate
finance are presented in the form of ten axioms. These axioms first appear in Chapter
1 and thereafter appear in in-text inserts called “Back to the Foundations.” These inserts
serve to refocus the students’ attention upon the underlying principles behind what is
being done. In effect, they serve to keep the student from being so wrapped up in specific
calculations that the interrelationships and overall scheme are lost.

Pause and Reflect In-text inserts titled Pause and Reflect appear throughout the text,
serving to direct the student’s attention to the “big picture.” The use of these Pause and
Reflect inserts coupled with the use of the ten axioms keeps the student from losing
sight of the interrelationships and motivating factors behind what is being done.

Financial Management in Practice Strong emphasis is also placed upon practice,
where practice is used to demonstrate both the relevance of the topics discussed and
the implementation of theory. Moreover, to add life to the discussion, “Financial
Management in Practice” boxed inserts are provided throughout the text.

Financial Calculators The use of financial calculators has been integrated
throughout this text, especially with respect to the presentation of the time value of
money, where appropriate calculator solutions appear in the margin.

Content Updating In response to both the continued development of financial
thought and reviewer comments, changes have been made in the text. Some of these
changes include:

Chapter 1 In response to comments from reviewers and adopters, we have simpli-
fied the tax section of Chapter 1, focusing on those aspects of the tax cdde that affect
financial decisions directly. In addition, again in response to comments from review-
ers and adopters, a tenth axiom, “All Risk Is Not Equal—Some Risk Can Be Diversi-
fied Away and Some Cannot,” has been introduced. This axiom provides an intuitive
presentation of the logic behind the concepts of systematic and unsystematic risk.

Chapter 2 Several changes are spread throughout this chapter in response to sug-
gestions from reviewers. The relationship of Federal Reserve monetary policy to the
cost of capital is related through the opportunity cost of funds concept. The rela-
tionship between risk and return (Axiom 1) is clarified with the incorporation of
sharper and more complete graphics. Interest rate levels and inflation rates overthe
1981-1995 period are studied within the context of explaining interest rate determi-



nants. The significant difference between real and nominal interest rates is put into
context of a financial analyst’s viewpoint on the subject.

Chapter 3 The use of a firm familiar and of interest to the students—the McDon-
ald’s Corporation—has been introduced to demonstrate the use of financial ratios.

Chapter 4 Much of this chapter was rewritten and simplified to make it accessible
to the non-accounting student. For example, the mathematical presentation from the
first edition has been replaced by a more intuitive discussion including simple ex-
amples to illustrate the concepts involved.

Chapter 5 The mathematics of continuous compounding have been dropped from
this chapter in an attempt to eliminate unnecessary and confusing mathematics. In
addition, annuities due have been introduced, reflecting their importance and the im-
portance of understanding the time value of money calculations.

Chapter 7 This chapter has been revised to reflect the use of the Internet by com-
panies to communicate with the firm’s investors. In addition, this chapter now in-
cludes a tutorial on how to read stock quotes in the Wall Street Journal.

Chapter 8 New real-world examples have been introduced that illustrate how diver-
sification across different types of assets affects a portfolio’s risk and average returns.

Chapter 9 Based on the comments from adopters and reviewers the presentation
of the discounted payback period has been dropped.

Chapter 10 In response to comments from reviewers and adopters, we have sim-
plified the approach to risk adjustment in capital budgeting by eliminating the pres-
entation of the certainty-equivalent approach.

Chapter 11 The entire chapter has been re-written with the objective of simplify-
ing the materials presented and the methods used in their presentation. We have elim-
inated the discussion of multiple “break points” in the marginal cost of capital sched-
ule. Although the discussion of break points is valid, it adds unnecessary complexity
to the discussion of the cost of capital concept.

The problem set has been edited and expanded to reflect the revision to the chap-
ter content. Overall this chapter, which is traditionally a very difficult one for intro-
ductory students, has been simplified and refocused on the core concept of the
weighted average cost of capital.

Chapter 12 At the suggestion of reviewers this chapter was streamlined in several
places, while retaining the proper emphasis on the relationship between financial
leverage use and capital structure design. Real-world discussions revolve around the
Coca-Cola Company, Chevron Corporation, and Phillips Petroleum.

Chapter 15 The chapter includes actual company examples and discussions that in-
clude General Motors, the Walt Disney Company, and IBM. The yield structure on mar-
ketable securities is studied over a 16-year period to emphasize fundamental rate and
risk differentials. This chapter has also been shortened at the request of reviewers.

Chapter 17 The discussion of executive compensation has been updated to reflect
current developments.

Supplements

Instructor’s Manual with Solutions The Instructor’s Manual, which was prepared
by the authors, contains the following four elements for each chapter: a chapter
orientation, which offers the instructor a simple statement of the author’s intent for
the chapter as well as providing a useful point of departure for in-class lecture; a
chapter outline for easy reference to key issues; answers to all end-of-chapter
questions in the text; and a second set of alternative problems with answers.

PREFACE
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Test Item File The Test Item File, prepared by the authors, provides more than 1400
multiple-choice, true/false, and short-answer questions with complete and detailed
answers. We have carefully examined all the test questions as to their appropriateness
and updated them where needed.

The Test Item File is designed for tise with the Prentice Hall Custom Test, a com-
puterized package that allows users to custom design, save, and generate classroom
tests. This Windows-based test program permits professors to edit and add or delete
questions from the test item file, and to export files to various word processing pro-
grams, including WordPerfect and Microsoft Word.

The New York Times “Themes of the Times” The New York Times and Prentice
Hall are sponsoring “Themes of the Times,” a program designed to enhance student
access to current information of relevance in the classroom. Through this program,
the core subject matter provided in the text is supplemented by a collection of articles
from one of the world’s most distinguished newspapers, The New York Times. These
articles demonstrate the vital, ongoing connections between what is learned in the
classroom and what is happening in the world around us. To enjoy the wealth of
information of The New York Times daily, a reduced subscription rate is available.
For information, call toll-free: 1-800-631-1222.

PHLIP (Prentice Hall’s Learning through the Internet Partnership) at
http://www.prenhall.com/phlip Developed by Dan Cooper at Marist College,
PHLIP provides academic support for faculty adopting this text. From the PHLIP Web
site you can download supplements and lecture aids such as instructor’s manuals,
lecture notes, PowerPoint presentations, problem and case solutions, and chapter
outlines. We have chosen to deliver information electronically so you can be assured
that you are getting the very latest in support materials.

PHLIP also helps you bring current events into the classroom. Through services such
as PHLIPping Through The News, you and your students can access the most current
articles of relevance to economics. Tony Pizelo of Spokane Community College and Met-
ropolitan Investment Securities reviews the most current articles and prepares topic
summaries, discussion questions, group activities, and research ideas for those articles.
Updated every two weeks, these stories are keyed to specific chapters in the text pro-
viding the instructor with an infinite and invaluable teaching tool. Call your Prentice Hall
sales representative to get the necessary username and password to access these digi-
tal supplements or contact Prentice Hall Sales directly at college_sales@prenhall.com
and we'll have your local representative contact you right away.

PowerPoint Presentation Graphics Prepared by Terry Maness, the Dean of Baylor
University’s College of Business, these PowerPoint graphics provide individual lecture
outlines to accompany Foundations of Finance. These lectures are class tested and
can be used as is or easily modified to reflect your specific presentation needs.

Spreadsheet Problem Disk (Available for download at http:/www.prenhall.
com/phlip [click on Finance and then Student Supplements]) In addition to the
solutions being provided in the Instructor’s Manual, we have also developed
spreadsheet solutions to almost all of the end-of-chapter problems. The solutions have
been prepared in Excel, but they can be converted into Lotus. The user can change
the assumptions in the problem and thereby generate new solutions.

Color Transparencies Approximately 150 four-color acetates of the major figures
in the text are available. In addition, a complete set of transparency masters will be
available to download from the Prentice Hall web site.

Study Guide Also written by the authors, the Study Guide contains several
innovative features to help the student of Foundations of Finance. Each chapter
begins with an overview of the key points of the chapter, which can serve both as a
preview and quick survey of the chapter content and as a review. There are problems



(with detailed solutions) and self-tests that can be used to aid in the preparation of
outside assignments and to study for examinations. The problems are keyed to the
end-of-chapter problems in the text in order to provide direct and meaningful student
aid. Multiple-choice and true/false questions are also included to provide a self-test
over the descriptive chapter material.

The Study Guide also offers a tutorial on capital budgeting that can help the stu-
dent work through this important topic on an individual basis at his or her own pace.
A helpful teacher’s note on understanding the rationale and logic of the internal rate
of return is also included in this Study Guide. Students frequently learn the proce-
dure for computing a project’s internal rate of return but fail to grasp the meaning or
the reason for its computation. This brief note helps the student better understand
this important concept and tool of finance.

A complete article from Financial Practice and Education appears at the end of
the Study Guide, which demonstrates the use of a variety of financial calculators. Stu-
dents have found the article extremely helpful in getting started at using a financial
calculator. Finally, in addition to the tables giving compound sum and present value
interest factors, the Study Guide now includes tables that show how to compute the
interest factors using a financial calculator.

Student Lecture Notes (Available for download at http://www.prenhall.com/
phlip [click on Finance and then Student Supplements]) The Student Lecture Notes
provides the student with a printed copy of all the PowerPoint presentation graphics
in a workbook format.

FinCoach Version C (ISBN 0-13-552275-7) FinCoach, a Windows-based software
designed to teach the student, within a matter of hours, how to solve practically any
mathematical problem in corporate finance, is also available to the students. It provides
a step-by-step problem-solving guide with over 5 million practice problems and self-
tests in valuation of single cash flows, valuation of multiple cash flows, valuation of
infinitely many cash flows, bond valuation, stock valuation, cost of capital, portfolio
diversification, CAPM, project and firm valuation, NPV, IRR, and Profitability Index. It
allows the student to save problems, review them, print them, and more. FinCoach
Version C is available through any college bookstore.

As a final, but important, comment to the teacher, we know how frustrating er-
rors in a textbook or instructor’s manual can be. Thus, we have worked diligently to
provide you with as error-free a book as possible. Not only did we check and recheck
the answers ourselves, but Prentice Hall hired faculty members at other universities
to check the accuracy of the problem solutions. We, therefore, make the following
offer to users of Foundations of Finance.

Any professor or student identifying an error of substance (e.g., an incorrect num-
ber in an example or problem) in Foundations of Finance, in either the text or the
instructor’s manual, that has not been previously reported to the authors will receive
a $10 reward. If a series of related errors occurs resulting from an original error, the
reward will be limited to a maximum of $20 for the group of errors. Please report any
errors to Art Keown at the following address:

Art Keown

Department of Finance
Virginia Tech

Blacksburg, VA 24061-0221
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